General Business Conditions 


HE steady flow of favorable business 
reports during January emphasizes the 
continuing progress of recovery. Many 
basic business measures already have 
passed their pre-recession peaks. Home 
building is nearing A508 levels. The dollar 
_ volumes of gross national product, retail sales, 
wage and salary income, and construction ex- 
penditures were all at new record levels at the 
end of 1958, and further gains are anticipated. 
At the same time, the pace of the recovery has 
been uneven and some problems linger on. On 
balance, however, confidence in a continued up- 
swing is widespread, bolstered by the optimistic 
tone of the President’s messages to Congress. 





The economic assumptions underlying the 
budget are the nearest Washington comes to an 
official forecast of the outlook for the year ahead. 
’ For 1959 as a whole, the Administration fore- 
| sees a gross national product in excess of $470 
__ billion compared with $437 billion in 1958. Cor- 
responding increases are anticipated in personal 
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income and corporate profits. te some feel- 
ing that these estimates, Capea y as to profits, 
are on the optimistic side, they are within the 
precedents set by ous recoveries 
and are broadly in line with the ideas on the out- 
look entertained by businessmen and other eco- 
nomic observers. Even without allowance for 
possible price increases, the expansion from 
present levels of output which this forecast as- 
sumes is well within the limits of the nation’s re- 
sources of manpower, materials, and industrial 
capacity. While high levels of production and 
employment are anticipated, there is no reason 
to expect a reappearance of the bottlenecks, 
materials shortages, and over-full employment 
that characterized earlier boom years. 


Increased Consumer Buying 

The gross national product reached an annual 
rate of $453 billion in the final quarter of 1958, a 
recovery of $27 billion from the first quarter low. 
Of particular significance was a rise of more than 
$10 billion in consumer expenditures during this 
period. 

Indicative of improved consumer buying 
moods are recent retail sales figures. With record 
Christmas sales and a boost from the new model 
cars, retailers set a new seasonally adjusted sales 
record of $17.5 billion in December. 

Consumers have shown themselves to be in- 
creasingly optimistic, revealing greater willing- 
ness to undertake major outlays —even to in- 
crease instalment borrowings. While consumer 
reactions to Detroit’s 1959 offerings are encour- 
aging, they are not yet conclusive. Sales of new 
cars in December were the best since August 
1957. Reports for early January indicate a sea- 
sonal decline in new car sales from December 
but a distinct gain over early 1958 levels. 


Inventories and Production 


Growing consumer demand and cautious busi- 
ness buying have whittled inventories at whole- 
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salers and retailers. The latest stock-sales ratio 
in trade is the lowest since the scare-buying 
period in early 1951. A more general accumula- 
tion of stocks throughout business, to keep pace 
with rising sales levels, seems probable. Featured 


in the month’s news have been favorable reports - 


of buying at the seasonal trade shows, as in furni- 
ture and homefurnishings. Demand of this kind 
is encouraging for it reflects increased buying 
confidence where big ticket items are concerned. 

Because of ample stocks backed up by con- 
siderable idle capacity and manpower, manu- 
facturers’ shipments have increased in line with 
new orders, and order backlogs have not risen 
appreciably. Industrial production (seasonally 
aijusted, 1947-49 = 100) advanced one point in 
December to 142, as nondurable goods continued 
their rise to new record levels. Durable goods 
output, on the other hand, was unchanged as 
increased production of autos and electrical ma- 
chinery was offset by cutbacks and stretchouts in 
the aircraft industry. Steel pote operations in 
late January were at 78 per cent of 1959 capacity, 
which is 148 million tons, up 7 million from 1958. 
Current operations are equivalent to an annual 
rate of 115 million tons, compared with total 1958 
production of 85 million tons. With steel users’ 
inventories at low levels and increasing talk of 
a strike, steel mills are reported to be accumu- 
lating semi-finished stocks. Idle facilities are be- 
ing brought back into production as the flow of 
new orders continues strong. 

Auto production continues at high levels, 
595,000 cars having been assembled in December 
and 550,000 scheduled for production in January. 
Part of this decline represents curtailments ow- 
ing to a prolonged strike at a major plate glass 
supplier. Dealer inventories are now adequate 
for most makes of new cars, and a number of 
factories which were on a 6-day week in Decem- 
ber have now eliminated or reduced Saturday or 
overtime operations. 


Unemployment Still a Problem 


One principal question in the economic outlook 
is the persistence of unemployment after eight 
months of recovery. For the country as a whole, 
December unemployment was still at the rela- 
tively high level of 4.1 million persons, or 6 per 
cent of the labor force. In a number of industrial 
areas, the ratio of unemployment is even higher 
despite substantial recovery in activity. 

Over-all manufacturing output has regained 
more than 80 per cent of the ground lost Sele 
the recession, but only one fourth of the decline 
in the number of factory workers has been re- 
covered. While longer work weeks and better 









utilization of labor have played their part in 
the marked rise in output per worker, the major 
influence has been improved efficiency of opera- 
tions, including the installation of new facilities 
and the shutdown of the least efficient units to 
reduce costs. 


Factory employment dropped from a pre-re- 
cession peak of 17.1 million (seasonally adjusted) 
in December 1956 to a low of 15.2 million last 
May. Of these nearly 2 million jobs, 465,000 have 
been restored. It is worth noting that, during the 
17-month period that factory employment was 
declining, average hourly earnings rose 7 cents 
per hour; from May to December 1958, wages 
advanced another 7 cents to $2.19 per hour. 


The upward pressure on wages is likely to 
intensify in 1959 with returning prosperity. Al- 
ready 2.9 million workers are scheduled under 
existing contracts to receive wage increases dur- 
ing 1959, while 4.4 million are covered by cost- 
of-living escalator clauses. Of more imminent 
concern, nearly half of the major wage contracts 
tabulated by the U.S. Department of Labor ex- 
pire in 1959. Of all these renegotiations, the most 
important is that in steel, both because of the 
size of the industry and because steel wage settle- 
ments in the past have often set a pattern for 
wage adjustment generally. 


On January 20, the United Steelworkers ad- 
vertised in the Wall Street Journal their desire 
for a ’59 model contract providing “one billion 
dollars in new money” for “1,250,000 steel- 
workers.” A billion dollars is roughly equivalent 
to three quarters of the after-tax earnings of the 
iron and steel industry in 1957 and more than 
the industry's 1958 earnings. A bit of simple 
arithmetic shows that the union is suggesting a 
1959 increase of $800 per worker or roughly 40 
cents an hour. That is quite a package for any 
industry to absorb. 


With such demands confronting business, 
there is little wonder that concern over inflation 
persists. Yet excessive wage increases are a two- 
edged sword; in the long run no one can fore- 
tell whether the true danger is inflation or defla- 
tion. Wage boosts in excess of — productiv- 
ity gains tend to force prices higher, but at the 
same time they intensify pressure on manage- 
ment to cut labor costs by reducing the number 
of workers. Efforts to push wage demands too far 
may backfire upon the workers by diminishing 
we opportunities. To a considerable extent they 

ave already done so, as shown by the lag in 
factory jobs relative to total employment and 
output. Workers and manufacturers alike run the 
risk of pricing themselves out of the market. 
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Despite union arguments that higher wages are 
the way to prosperity and growth, it is clear that 
substantial wage boosts have an essentially un- 
stabilizing effect on the economy. 

The President's Economic Report this year 
again stressed that “an indispensable condition 
for achieving vigorous and continuing economic 
, aeg is firm confidence that the value of the 

ollar will be reasonably stable in the years 
ahead.” To achieve that end, he emphasized, 
“self discipline and restraint are essential” for 
consumer, businessman, and labor leader alike. 


Toward a Balanced Budget 


President Eisenhower's annual budget message 
proposes that the federal budget, which is ex- 
pected to show nearly $13 billion red ink in 
the current 1959 fiscal year, be brought back into 
balance in fiscal 1960, beginning July 1 next. The 
President expects continued economic recovery 
to produce a record $77.1 billion of revenues in 
fiscal "60. The proposal is to reverse the rapidly 
rising tide of federal expenditures, now figured 
to total no less than $80.9 billion in current fiscal 
‘59, and bring them down to match revenues. 
The President suggested that restoration of a 
balanced budget would make it possible to take 
up the long postponed matter of tax reforms. 

The following table compares the new budget 
estimates for fiscal "60 with revised estimates for 
fiscal ’59 and actual results for fiscal ’58 and ’55. 
Even after the proposed reductions, federal 
spending in fiscal "60 would still be $5.1 billion 
above fiscal ’58 and $12.4 billion above fiscal ’55, 
the Eisenhower Administration’s lowest spending 
year: 

; Federal Government Expenditures and Receipts 
(In Billions of Dollars) 


Fiscal’55 Fiscal ’58 Fiscal’59 Fiscal ’60 
Actual Actual Jan.’59est. Jan.’59 est. 








Expenditures .. $64.6 $71.9 $80.9 $77.0 
Receipt 60.4 69.1 68.0 17.1 
Surp. or Def... —4.2 —2.3 —12.9 +0.1 


The $77.1 billion revenue estimate assumes 
that Congress will comply with the President's 
request to extend the 52 per cent rate on cor- 
porate profits and certain excise tax rates another 
year beyond the June 80, 1959 expiration date. 
It also assumes that Congress will go along with 
several proposals to broaden out the tax base — 
e.g., taxing life insurance companies on under- 
writing as well as investment income and tight- 
ening up on tax treatment of cooperatives — and 
recommendations for a higher tax on gasoline 
and a new one on jet fuel. 

Moving from a $12.9 billion deficit to a bal- 
ance in a single year struck many people as 
quite ambitious. A $9.1 billion jump in the reve- 





nues is expected. Corporate profits before tax, 
depressed to about $36 billion in 1958, are fig- 
ured to rise to $47 billion in calendar 1959. This 
would be a little above the $45.5 billion peak 
recorded in 1956. The increase over the pre- 
ceding year would be roughly the same as that 
in 1955 when business was rebounding from 
the 1954 recession. Gross national product is 
calculated to rise to “more than $470 billion” 
ae about $487 billion in 1958, the increase 
of some $33 billion comparing with a rise of $34 
billion in 1955. Personal income is fi to rise 
about $20 billion to $374 billion, the same in- 
crease it showed in 1955. 

The projected $3.9 billion cut in federal ex- 
penditures is made easier by the fact that current 
fiscal ’59 outlays are abnormally swollen by non- 
recurring outlays. Thus, the $80.9 billion ’59 
spending total includes $1.4 billion to increase 
the U.S. subscription to the International Mone- 
tary Fund (IMF) as well as more than $1 billion 
for special mortgage purchase programs, emer- 
gency extension of unemployment insurance ben- 
efits and other anti-recession programs which no 
longer will be needed. Apart from these factors, 
the retrenchment the President has to propose is 
modest. The $77 billion spending total would 
be exceeded by only four years in our national 
history — 1959 and 1943-45. 

The importance of the President's proposal to 
cut spending is that it focuses attention on the 
inflationary pressures generated, reminds Con- 
gress of the tax impediments to economic prog- 
ress, and challenges the school of thought that 
would make Federal Government programs — 
rather than individual enterprise—the main- 
spring of the American economy. In view of the 
disposition in the Congress since 1955 to increase 
spending endlessly, a hard and fateful struggle 
looms in the present session of Congress. 


A Modernized Defense 

The President made it clear that budget bal- 
ance would not be achieved at the expense of 
national security. Major national security out- 
lays are projected at $45.8 billion, 59 per cent 
of the fiscal 60 budget against 57 per cent in 
fiscal ’59. Within the over-all total there is a 
sharp shift in emphasis to take advantage of the 
latest “strides in science and technology.” 

The problem posed by the rapidly increasing 
cost of complicated new weapons appropriate to 
the space age was emphasized by the President. 
He revealed that the over-all cost of each Atlas 
missile on the firing line will average $35,000,- 
000 and that we are now buying bombers which 
actually cost their weight in gold. Pointing out 
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that “such expenditures demand both balance 
and perspective in our planning for defense,” he 
called for the avoidance of “needless duplication 
of weapons” and public recognition that “ob- 
solescence compels the never-ending replace- 
ment of older weapons with new ones.” 


As a striking example of the switch to new 
weapons, the President revealed that total ex- 
—- on missiles, negligible less than a 

ecade ago, will approach $7 billion in fiscal ’60. 

The process of selection inevitably has been 
painful for suppliers of discontinued weapons. 
One way to avoid dislocations and political reper- 
cussions would be to continue spending more on 
everything, good and poor weapons alike. But 
this would scatter manpower and materials with 
no regard to the best military judgment. It would 
also risk overloading the civilian economy which 
stands at the base of our military effort. As the 
President said in his State of the Union mes- 
sage: “We can afford everything we clearly need, 
but we cannot afford one cent of waste. We must 
examine every item of governmental expense 
critically. To do otherwise would betray our 
nation’s future.” 


Other Spending Proposals 

The streamlining of the military budget is 
paralleled by a critical re-examination of the 
entire civilian side of the budget. Too many 
spending -programs, once in the budget, have 
been continued or nded almost automatically 
in response to the demands of vested pressure 
groups. The idea is to uncover and weed out 
programs which have outlived the original rea- 
son for their adoption and become obsolete. As 
the President said, this is inescapable if we want 
to make room for needed new programs, not to 
mention tax reforms and reductions. 


The fiscal ’60 budget would make a start along 
these lines. The greater part of the benefit from 
the President’s proposals would be felt in future 
years. Outlays on most major pro in fiscal 
’60 are set below swollen ’59 levels cae well above 
’58 spending, as the table indicates. 

Federal Budget Expenditures by Major Programs 
Fiscal Year 1960 
(Im Millions of Dollars) 
—— Change from —— 


Fiscal 60 Fiscal ’59 Fiscal ’58 
CurrentEst. Estimated Actual 
Major Nat’l. Security. $45,805 — 815 +1,663 





Internat’l. Affairs & Finance. 2,129 
Veterans’ Services & Benefita. 5,088 — 110 62 
Labor & Welfare 














Agriculture & Agric. Resources 5,996 — 179 +1,607 
Natural Resources 1,710 + 167 
Commerce & Housing 2,243 —1,266 134 
General Government 1,785 62 879 
Interest 8,096 + 495 407 
Allowance for Contingencies 100 — 100 100 











The bi reduction from fiscal '59 
levels —the $1.6 billion reduction ee 
heading International Affairs — mainly reflects 
the inclusion of the $1.4 billion additional con- 
tribution to the IMF in the '59 figures. Proposals 
for a new Latin American Bank and an Inter- 
national Development Association would call 
for more money in this category but were not 
provided for in the budget. On the other hand, 
the > ability of nations abroad to stand 
on their own feet lessens future needs for aid 
and broadens the base for sharing burdens of 
supplying capital for economic development. 

urthermore, as the President pointed out: “The 
greater share of investment capital and technical 
ability in the United States and other highly 
developed countries is to be found in private 
hands, Less developed countries could benefit in 
greater measure from this large private reservoir 
by making investment more attractive to firms 
from other countries.” 


The $1.3 billion reduction for Commerce and 
Housing would stem largely from completion of 
the Federal National Mortgage Association's 
special $1 billion program of buying mortgages 
to stimulate home building, and from proposed 
postal rate increases to reduce the Post Office 
deficit by $350 million. 


Waste in Obsolete Farm Programs 


Expenditures for Agriculture and Agricultural 
Resources are surpassed only by outlays for na- 
tional security and interest on the public debt. 
Tota] farm spending is put at $6 billion — $779 
million below the estimate for the current year, 
but $1.6 billion more than was actually spent in 
1958. The reduction from this year’s spending 
mostly represents termination of the acreage re- 
serve portion of the Soi] Bank under which farm- 
ers were paid for not planting crops. 


President Eisenhower emphasized the stagger- 
ing costs of farm price and income stabilization 
programs in his State of the Union message. He 
noted that federal payments of more than $5 
billion a yéar to support the prices of a few farm 
products are equal to about 40 per cent of the 
net income of all farm operators in the U.S. By 
next July the Government will have over $9 bil- 
lion of surplus farm commodities in inventory 
and under loan which will cost $1 billion a year 
just for storage and interest. 


“This level of ibe ome for farm products 
could be made willingly for a temporary period 
if it were leading to a sound solution of the prob- 
lem,” the President said, adding: “Unfortunately 
this is not true.” 
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Labor and Welfare and Veterans Outlays 

Labor and Welfare outlays are projected at 
$4.1 billion, down $251 million from fiscal ’59 
(when they were inflated by federal aid to state 
unemployment benefit programs), but still $682 
million above fiscal ’58 and double the fiscal 51 
total. Here too, the President suggested funda- 
mental reforms looking to future savings. 

Pointing out that more than three quarters of 
fiscal 60 Labor and Welfare spending will con- 
sist of grants-in-aid to states and local govern- 
ments, he recommended that Congress shift 
more of the public assistance burden to the 
localities concerned. He warned that a federal 
share of as much as 80 per cent of these programs 
will lead to Federal domination and concluded: 
“We must keep the financing and control of these 
programs as close as we possibly can to the 
people who pay the necessary taxes and see them 
in daily operation.” 

Federal spending on Veterans Services and 
Benefits, the fourth largest item in the budget, is 
figured at $5.1 billion in fiscal ’60, the $110 mil- 
lion decline reflecting the fact that many veterans 
have used up their World War II and Korean 
War benefits. Looking to the future, the Presi- 
dent wants to get more of this money to veterans 
who need it. He would increase compensation 
payments to veterans with service-connected dis- 
abilities, but restrict pensions for disabilities not 
connected with military service to veterans in 
financial need. 

Spending for Natural Resources is being main- 
tained at a record $1.7 billion despite a complete 
stop on new water resources projects and a slow- 
down in work on projects already underway. 
Without any new starts, completion of projects 
underway will cost another $5 billion in the 
years ahead. This is a reminder that projects 
once started continue for years and require in- 
creasing amounts of money. The trouble with 
the small “start-up” appropriations is that, like 
icebergs, seven eighths is out of sight. 


The Interest Burden 

The one major increase in the fiscal ’60 budget 
is the $495 million rise in the interest cost of the 
national debt, figured to run $8.1 billion in fiscal 
’60. Business recovery and deficit financing have 
raised interest rates and the debt itself has been 
increased by the $12.9 billion fiscal 59 deficit. 
The interest burden is a reminder that excessive 
borrowing carries with it a penalty of higher 
interest, not to mention inflation of costs for 
government and all its citizens. 


With the Treasury itself having to pay 4 per 
cent or better for long-term money, it is not 


surprising that the President makes a major point 
of eliminating interest rate subsidies to private 
borrowers. His proposals are modest enou 
merely that interest rates on federal lending 
programs be raised so that they cover the 
cost of money to the Treasury. Rates on loans 
to the Rural Electrification Administration would 
rise from the present 2 per cent level, on college 
housing loans from 2% per cent, and on ship 
mortgage loans from 8% per cent. 

He also asked Congress to authorize the same 
flexibility in rates on Veterans Administration 
mortgages, now fixed at 4% per cent, as now 
exists for mortgages insured by the Federal 
Housing Administration, now at a 5% per cent 
rate. This would make VA mortgages attractive 
once more to private lenders and reduce demands 
for direct federal lending or special mortgage 
buying programs. He concluded that: 

Such actions by the Congress will encourage the parti- 
cipation of private capital, and, in the long run, will 
reduce Government expenditures significantly. At the 
same time, Government guaranties or insurance will con- 
tinue to permit interest costs to borrowers more favorable 


_ the rates charged in the open market for similar 
ans. 


The Inflation Challenge 

In presenting his budget, the President threw 
down the gage of battle to the spenders. There 
is no question but that the contest will be hard 
fought. Pressure groups have vast experience in 
getting the spending programs they want. The 
ordinary taxpayer who has to pay the bills is 
usually no match for them. On the other hand, 
the President has on his side the fact that no one 
wants to get blamed for inflation. A generation 
of rising prices has made the cruelties of inflation 
clear to everyone. As the President said in his 
State of the Union message: 

Inflation is not a Robin Hood, taking from the rich to 
give to the poor. Rather, it deals most cruelly with those 
who can least protect themselves. It strikes hardest those 
millions of our citizens whose incomes do not quickly rise 
with the cost of living. And when prices soar, the pen- 
sioner and the widow see their security undermined, the 
man of thrift sees his ay 8 melt away; the white collar 
worker, the minister, and the teacher see their standards 
of living dragged down. 

After revealing that he will ask Congress to 
amend the Employment Act of 1946 to make 
preservation of the buying power of the dollar 
a major government objective, the President re- 
minded Congress, in his Economic Report, that 
“the chief way for Government to discharge its 
responsibility in helping to achieve economic 
a with price stability is through the pru- 

ent conduct of its own financial affairs.”: 

If Government spending is held within the limits set in 
the proposed budget, the growth of our economy at the 
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Soy further in tax 
ded incentives means for vigorous 


growth and improvement. 
Responsibility of Congress 

In his State of the Union message the Presi- 

dent pointed out that effective action on the 
budget and inflation requires cooperation from 
Congress: 
. . . the Congress — the Congress alone — has the power 
of the purse. Ultimately upon the Congress rests — 
— determining the scope and amount of Federal 
$ ig: 

He expressed confidence that, “by working to- 
gether, the Congress and the Executive can keep 
a balance between income and outgo.” 

Much has been said about the overwhelming 
sentiment in Congress in favor of increasing, not 
decreasing, expenditures. It is doubtless true that 
many Congressmen, and their constituents, sin- 
cerely believe in the need for higher federal 
spending in one area or another. But it is equally 
true that Congress and the public at large are 
getting concerned about the steady upward 
march in the public debt. 

This is something Congress will have to bear 
in mind when it feels the temptation to spend 
a little more here and there. Federal Reserve 


Board Chairman William McC. Martin reported 
in December, after a trip to the Far East, that 
our friends and enemies abroad are wondering 
if Americans “have the moral fiber to put their 
finances in order.” Nations which aspire to world 
leadership cannot make deficit-financing a way 
of life. 


Growth of Government 


There is increasing interest, in and out of Con- 
gress, in ways to spur the economy to greater 
productive achievement and keep up with the 
Russians. Two paths are open. One, commended 
by the President, is to work toward tax reforms 
and stimulate the individual enterprise that gave 
us world-wide economic supremacy. 

The other way, advocated by the Democratic 
Advisory Committee, is to use enlarged govern- 
ment expenditures as a stimulant. The sequels 
of oppressive taxes and controls to hold back 
private activities then become such an impedi- 
ment that government finds it “necessary” to 
shoulder still more responsibilities and do still 
more subsidizing. 

Uncontrolled rise in government spending 
naturally encroaches upon the areas of indi- 
vidual responsibility; indeed, it breeds a race of 
dependents. But advocates of more and more 





government spending deny this obvious conse- 
quence: rather they would have us believe that 
pow enterprise will be so powerfully stimu- 
ated that ever-rising government expenditures 
will make up a smaller percentage of the national 
production. 


This curious theory bears an unwholesome re- 
semblance to Karl Marx’ thesis that, under com- 
munism, government will gradually wither away. 
But setting up new de mts to pass out 
“federal funds for free” is no act of withering 
away; quite the reverse. 

Nevertheless, spending more public funds has 
a strong appeal as a way out of our national di- 
lemma. If economic progress can be legislated 
in the halls of Congress by the passage of a few 
more appropriation bills, then higher standards 
of living and an unmatched defense capability 
are easily realized. On the other hand, if national 
strength demands something real —like longer 
hours of harder work by enterprising people and 
more effective use of time in the nation’s schools 
—it might be better to stop the easy talk of 
spending so many more billions. 

Nothing, except talk, is cheaper than printed 
money. All we may get from undisciplined pub- 
lic expenditure is greater inflationary pressure, 
dislocation of the economy, and —in the end — 
still higher taxes and bureaucratic control of 
prices and production. As Senate Majority Lead- 
er Lyndon Johnson has said, in noting the va- 
riety of proposals for countering inflation: “We 
cannot afford to ‘go broke’ in tinkering with our 
economic system merely because an idea is ap- 
pealing or attractive. The idea must be tested 
in the market place of ideas.” 


An Expleded Theory 


The fact is that the idea of stimulating enter- 
prise by more public spending has already been 
tested, not only in the market place of ideas but 
in the stern school of experience. 


The U.S. Government under the Constitution 
represented a new start after the financial fiasco 
under the Articles of Confederation and Perpe- 
tual Union ratified 1778-81. The paper money of 
the Continental Congress had become practically 
worthless. Since 1789 government spending — 
federal, state and local — has been growing with 
the development of the nation. 


The chart opposite gives figures since 1918 for 
the gross national product and for total govern- 
ment outlays. Since 1913 the GNP has risen a 
little more than eleven times—from an esti- 
mated $39.5 billion to above $450 billion at pres- 
ent. Total government expenditures have risen 
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near fifty times, from $3.0 billion in 1913 and 
now pushing toward $145 billion. 

These figures for total government expendi- 
tures are designed so far as possible to include 
expenditures outside regular budgets (as from 
trust funds), but adjusted to eliminate double 
counting of grants-in-aid from one governmental 
level to another. They are derived from tabula- 
tions of the Tax Foundation with fiscal ‘60 pro- 
jected on the basis of the federal “cash” budget 
and the established uptrend of state and local 
outlays. Estimates of state and local spending 
involve many problems for statisticians. The 
President's Council of Economic Advisers com- 
piles data for recent years on total cash pay- 
ments of government in the national income ac- 
counts. These are running about $12 billion 
lower than the longer Tax Foundation compila- 
tions. But they show the same disproportionate 
rise. By any valid test, government is figuring 
more and more largely in the American economy. 

On the record we must look with suspicion 
upon the argument that more public spending 
can stimulate private enterprise. Right now, the 
radically increased government spending is stimu- 
lating the private economy. But we have not yet 
paid the bill. Sooner or later higher taxes will 
act to curb the area of discretionary spending 
for the people and limit growth of the markets 
for the private sector of the economy. 

It is argued that a dollar of increased federal 
spending will produce a multiplied growth in 
private spending and in the GNP. But the final 
result is encroachment, rather than stimulation. 
On the basis of the Tax Foundation figures, we 
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had $13 of GNP for every $1 of government 
outlays in 1913. Now we have between $8 and $4 
of GNP for every $1 of government outlays. 


Will Khrushchev Be Right? 

Premier Khrushchev predicted a year or two 
ago that our grandchildren would live under 
socialism. If we let government keep crowding 
in with more programs, more handouts and more 
controls, he will be right. 

More and more thoughtful people are ponder- 
ing where we are headed sae ahiet kind of so- 
ciety we want. We can treat the individual as 
dignified and self-reliant. Or we can reduce him 
to self-pity and dependence on the labors of 
others for support. Then, as production falters, 
the whip of compulsion must supplant the spirit 
of enterprising advancement. This is Hayek's 
Road to Serfdom, Orwell’s 1984. 

A thoughtful recent visitor to Russia and 
Czechoslovakia was led to comment: “While the 
Soviets are widening their use of incentives and 
devoting most of their increased production to 
capital formation, the Welfare states of the West, 
through inflation, taxation, and cradle-to-grave 
security, are reducing the incentives to work and 
to save. One cannot help but fear the outcome 
under such conditions.” 


The Issue Joined 

The issue is joined in the debate on the Presi- 
dent’s 1960 budget proposals. The President 
turns attention to the desirability of retrench- 
ment in federal expenditure and working toward 
tax reforms. The opposite view is that of the 
Democratic Advisory Committee which com- 
plains that while the President says we need to 
do more, “his budget proposes to do less.” Here 
stands naked the seductive presumption that it 
is only government, and government money, that 
can accomplish anything useful. 

While college textbooks — of the U.S. as 
a “mixed economy,’ we ought to guard against 
becoming a “mixed up economy,” one without 
clear purpose or guiding principle. Few people 
openly espouse socialism. But if we want to 
rely on the enterprise of the individual to get us 
ahead we must buttress his incentives, nourish 
self-reliance, control the greed of the tax-collec- 
tor, and give the private, tax-paying sector of the 
economy room in which to grow and prosper. 


Social Security and Stable Money 


The federal Social Security system made the 
headlines last month as taxes and benefits 
climbed another notch and a special advisory 
council, after a year’s study, declared the pro- 
gram “financially sound.” 
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Taking taxes first, on Jan 1 contributions 
by the 75 million workers in the Old Age, Sur- 
vivors, and Disability Insurance (OASDI) _ 

m went up from 2% per cent on the 

,200 of annual wages for employers and em- 
ployes to 2% per cent each on the first $4,800. 
Thus, the maximum social security payment of 
each employe — and of the employer for each of 
his workers —has gone up from $94.50 a year 
to $120. 


The higher rates and the enlarged wage base 
will increase the Social Security tax take an esti- 
mated $2.1 billion above the current fiscal year 
to $11.5 billion in fiscal ’60. Despite increased 
taxes, benefit payments will still exceed tax and 
investment income this year. However, an addi- 
tional tax boost in 1960 is expected to swing the 
program into the black. 


Under present law, Social Security tax rates 
for workers and employers will go up a half point 
more next year and additional half points in 1963, 
1966, and 1969. Assuming no changes, this will 
mean that in 10 years the tax rate will be up to 
4% per cent and will require a maximum con- 
tribution of $216 each. 


The tax burden has increased far beyond 
original expectations as the program has been 
broadened and liberalized. When it was launched 
in 1937 the maximum tax was $30 a year with 
provision for increases to $90 in 1949, after which 
it was supposed to level off. The original program 
covered only retired workers, but over the years 
it has been amended to include wives and de- 

ndent or surviving children, earlier retirement 
a women, and payments for permanent and 


total disability. 


Social Security benefits, now being paid to 12% 
million people, will go up an average of 7 per 
cent effective this month. This will increase total 
payments $1 billion above the current fiscal year 
to $11.1 billion in fiscal ’60. 


Inflation Warning 

The special council — officially designated the 
Advisory Council on Social Security Financing — 
was created by Congress in 1956 and is made up 
of 18 representatives of industry, labor, and the 
public. It limited its study to the financial as- 
pects of the Social Security program and did 
not evaluate its impact on the stability and 
productivity of the economy. 


Full support was given to the basic provisions 
of the OASDI —e.g., the contributory principle, 
an interest-earning fund, and investment of the 
funds solely in U.S. Government obligations. The 
council did recommend, however, changes in 
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the provisions governing interest rates on special 
obligations bought by the Social Security trust 
funds. The idea is to give the OASDI higher in- 
terest rates on these investments, which are 
mostly demand obligations and not subject to 
market risk. The OASDI currently is the recipi- 
ent of more than $500 million a year interest 
from the Federal Treasury. 

Under the heading “The Major Finding,” the 
council reported: 

... the present method of financing the . . . program is 


sound, practical, and appropriate . . . It is our judgment 
2 ; — the a schedule enacted into law in 
e last session of Congress makes adequate provision for 
financing the program on a sound actuarial basis. 
Looking ahead, the council stressed the need 
to maintain a “sound” Program and suggested 
“periodic scrutiny” of all its provisions. Above 
it emphasized that inflation must be avoided: 
The social security system has created for millions of 
Americans expectations regarding their future place in 
economic society. These expectations could be defeated 
by a e system's obligations in dollars having a 
substantially lesser command 7 goods and services than 
the beneficiaries have come to count upon in their per- 
sonal planning. 
. . . the trusteeship is so large and the number of 
ple involved so great that the defeat of beneficiaries’ 
ctations through inflation would gravely imperil the 
stability of our social, political, and economic institutions. 


An Inescapable Duty 


The council's concern over the future value of 
the dollar is understandable: inflation works its 
greatest inequities and hardships on old people 
who must get along on fixed incomes. 

The chart below shows how inflation has 
gouged the pensioner. In 1940, the first year of 
payments, the maximum check for a single re- 
tired worker was $60 a month. This has been 
raised over the years until now it is $127 a month. 
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about equal in bu power to the $60 check in 
1940. The rahe gains, because of inflation, 
are an illusion. 

The greatest single thing the Government can 
do for its senior citizens is to preserve the value 
of the dollar. 

As Lord Beveridge, author of the famous 
Beveridge Plan for cradle-to-grave social securi- 
ty, put it not long ago in the Economic Digest: 
. +» Stable money is the basis of individual liberty and 
responsibility of each citizen for planning and managing 
his own life and the lives of his d ents. In a free 
society, to keep money stable is an inescapable duty of 
the State to its citizens, a third task ranking with the two 
familiar ones — of peace abroad and order at home. 


Europe’s Coenvertibility and 
American Business 


The first month of freer exchange markets in 
Europe has been encouraging. The currencies 
affected® have generally been strong against the 
dollar and the Swiss franc. Particularly gratify- 
ing is the strength of the new French france; 
de Gaulle’s fiscal reforms are inducing repatria- 
tion of funds from abroad and permitting liberal- 
ization of import restrictions. France's financial 
weakness had been the main threat to the effec- 
tive working of the newly-launched Common 
Market. 

It has been suggested that the strength of 
sterling and other European currencies in the 
exchange markets is not only a sign of their in- 
trinsic worth but also a reflection of the weak- 
ness of the dollar. True relationships among 
currencies cannot, however, be seen so long as 
exchange and import restrictions continue to 
deny access of citizens to dollars for trade, travel, 
and investment. In other words, artificial su 
ports to European currencies have been largely 
withdrawn, but not entirely. Not until a cur- 
rency can be spent wherever, and on whatever, 
its owner finds it economically advantageous to 
spend it shall we know the extent to which one 
currency or the other is more highly rated in the 
eyes of the world. 


Limitations On Convertibility 

The only Euro country that has made its 
currency almost fully convertible is the Federal 
Republic of Germany. Elsewhere, the recent 
moves stop short of restoring currency freedom. 
The right of residents to make payments abroad 
is still restricted by exchange and trade controls, 
In the case of sterling and most of the other cur- 
rencies, nonresidents may convert only proceeds 











*t.e., those of Austria, Belgium, Denmark, Finland, 
France, Germany, Italy, Luxembourg, Netherlands, 
Norway, Portugal, Sweden and the United Kingdom. 


from current earnings from trade and balances 
previously accumulated in trade. 

Proceeds to foreigners from the sale of Prop- 
erty or securities are not, as a rule, eligible for 
conversion in the regular foreign exchange mar- 
kets but must rely upon separate free markets 
like that for security or “switch” sterling. As a 
matter of fact, security sterling has moved up 
very close to the official rate but the Bank of 
England has no present responsibility to protect 
the rate from decline. The French “capital franc” 
(comparable to security sterling) was abolished 
last month so that the franc is convertible for 
nonresidents not only for current but also for 
capital transactions. 

The Swiss franc was already convertible for 
residents of Switzerland as well as for those 
nonresidents whose own currencies were con- 
vertible. Now Switzerland permits conversion 
into dollars of Swiss francs held by the thirteen 
other Western European countries, 


Red tape in the use of sterling for trade has 
been cut. American, Canadian, registered, and 
transferable sterling accounts are now merged 
into a new external-account sterling, which is 
freely convertible into any other currency and 
can also be used to purchase gold in the London 
market. This new external-account sterling will 
be permitted to fluctuate vis-a-vis the U.S. dollar 
within the same range as that previously main- 
tained for American account sterling (4. e. $2.78- 
2.82). Previously, only American and Canadian 
sterling could be freely converted at official 
rates, but transferable sterling could be turned 
into dollars only in markets outside the United 
Kingdom and at a discount. This discount was, 
however, generally kept within 1 per cent of the 
American-account rate after the British authori- 
ties began in 1955 to support transferable ster- 
ling. 

In Germany, the move to external converti- 
bility made jointly with other European nations 
at the close of December was followed in mid- 
January by the restoration — after 28 years — of 
almost complete freedom for residents to buy and 
hold foreign currencies; the remaining restric- 
tions concern mainly payments for certain ser- 
vices and capital transfers by business enter- 
prises. In fact, however, there have been few 
barriers during recent years in the way of resi- 
dents wanting to transfer money abroad or buy 
foreign securities. 


Along with convertibility restoration, German 
authorities reduced the discount rate by % to 2% 
cent, the sixth successive reduction since 
September 1956 and the lowest level since the 





Fe , 1959 





establishment of the German central bank in 
1876; Economics Minister Erhard stated that the 
cut was “an action designed to help overcome 
early difficulties which may result from the free 
convertibility of European currencies.” The Neth- 
erlands Bank also reduced the discount rate last 
month — by % to 2% per cent. 


Convertibility and Import Discrimination 

The restoration of external convertibility 
means, basically, that any nonresident can con- 
vert, at stable exchange rates, eligible holdings 
of the currencies concerned into U.S. dollars or 
any other currency. Previously, only dollar-area 
residents were given the right to convert into 
dollars. 

The right of holders of externally convertible 
currencies to make purchases in the United States 
and other dollar countries continues, however, 
to be restricted by quantitative import controls 
that generally are discriminatory with respect to 
goods from the dollar area. It is now possible to 
import freely from the United States into most 
Western European countries primary commodi- 
ties and certain types of capital goods, but only 
token imports of manufactured consumers goods 
are being allowed. Liberalization of trade in 
Europe has been focused on trade within Eu- 
rope and, more recently, within the Common 
Market group. 

With two principal exceptions, recent moves 
on the financial front have not been accom- 
panied by further freeing of dollar trade. The 
exceptions are Germany, which lifted restric- 
tions on re-export of goods bought in dollar 
countries for sale to nondollar ones, and France, 
which, having suspended all liberalization in 
1957, freed certain of its dollar imports and 
gave assurances that the remaining controls 
would be administered liberally. It should be 
noted, however, that the United Kingdom re- 
laxed last September many restrictions on dol- 
lar imports and announced at the Montreal Con- 
ference that it would abolish the remaining re- 
strictions as soon as possible. 

Now that any deficit of an externally convert- 
ible country, whether with the United States or 
a European partner, must be settled in gold or 
dollars, the basis for discrimination against 
United States merchandise has disappeared. As 
the statement issued early in January after the 
meeting of the Joint United States-Canadian 
Committee on Trade and Economic Affairs 
stressed: 

Convertibility has removed the financial tion 
for discriminating against dollar suppliers, should be 
followed by moves by the countries concerned to 


provide non-discriminatory access to their for 

goods from the United States, Canada, and 

tries. The financial strength which has supplied the in- 
ble basis for convertibility aoed also make 

possible general progress in dismantling quantitative re- 

strictions. 


The United States and Canadian Governments will be 
wen with close and sympathetic interest the way in 
which the logic of the new situation is translated into 
action. 


Free Enterprise Enhanced 

The present external convertibility, qualified 
by the remaining quantitative restrictions on 
dollar goods, will bear importantly on the whole 
system of world trade on i yments. Under the 
new arrangements, the Ee Payments 
Union goes out of business, automatically being 
superseded by the European Monetary Agree- 
ment, designed back in 1955 to go into effect 
when external convertibility was achieved. 
Because of its technical nature, this innovation 
has not received the attention it deserves; but 
it is significant in that it has made it possible to 
restore almost fully the market m in 
foreign exchange. 

Even more important, external convertibility, 
implemented by further relaxation of discrimina- 
tory trade restrictions aimed against dollar goods, 
will help restore further the working of price 
mechanism in international trading. Foreign 
holders of the newly convertible currencies can 
use them to buy in the best market. In this en- 
vironment, Americans have the assurance that 
a potential customer abroad can pay dollars if 
he holds sufficient amounts of any of these con- 
vertible currencies. In particular, American busi- 
nesses may gain from situations where converti- 
bility of European currencies enables nonresi- 
dents to buy in the United States rather than in 
other markets. The ultimate benefits will depend 
on the competitiveness — in terms of price, qual- 
ity, and terms of delivery —of American prod- 
ucts in world markets. 

A country whose currency is convertible will 
also allow the price mechanism to work effective- 
ly in its domestic economy. Indeed, the recent 
moves have greatly enhanced free economic 
systems, as against planned and controlled ones, 
throughout Europe. Among other things, as 
Karl Blessing, President of the German central 
bank, noted during the eventful last week of 
December, external convertibility will in turn 
bring about greater monetary discipline. Each of 
the newly convertible countries will hesitate to 
retreat from the position it has now attained and 
thus be deprived of the benefits. 

Last but not least, freer trading and payments, 
such as are now being spurred by European 
nations, will increase the economic and financial 
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strength and cohesion of the Free World. In the 
era of competitive existence with Russia and 
the communist type of economic organization, 
this is something essential for our survival. 


The Gold Price in Perspective 


More talk of the need for an increase in the 
price of gold has been heard in London perhaps 
than anywhere else in the world, though the 
subject is also of major interest in South Africa, 
the leading 9 producer. Ideas vary on how 
high the gold price should be raised; the most 
extravagant figure mentioned is the $100 an 
ounce proposal put forth by Professor Roy 
Harrod of Oxford. 

Curiously, all the discussion has ignored the 
longest range extant record of the price of gold, 
a chart of the London gold price reaching back 
700 years to about the year 1250. The chart is 
reproduced below from the 1951 Annual Report 
of the Bank for International Settlements. 


SHILLINGS PER FINE OUNCE 














Geld Price in Lendon Over Seven Centuries 


The chart is worth some study. Most —— 


perhaps is the remarkably consistent up 
trend in the price of gold from the Middle Ages 
up to the time of the founding of the Bank of 
England in 1694. The rate of rise works out to 
0.388 per cent a year compounded annually. 
Projecting this age-old trend produces for 1958 
a price for gold in London of 250 shillings per 
ounce. It is an amazing fact that this is today — 
and has been since 1949—the ruling price in 
London. It is equivalent to the U.S. price of 
$35 an ounce after converting shillings at the 
official rate of 14 cents apiece. 

Thus, the current gold price, according to the 
trend of long history, would seem to be just 
“right.” Raising it to 714 shillings an ounce, the 
sterling equivalent of Mr. Harrod’s proposal of 
$100 an ounce, would be premature. Calculated 
from the trend, this would not be the right price 
for another 278 years. 


Of al interest is the lon od of 
stability fn the London gold price, _ E agaceli 
1700 to 1981. Apart from upsurges during and 
after the Napoleonic Wars and the first World 
War when the British Government let the pound 
depreciate in terms of gold, gold remained steady 
at about 78 shillings an ounce. Coincidentally, 
this is also the period in which the Bank of Eng- 
land attained world-wide renown as banker to 
the world while Britannia ruled the seas. 

These 200 years of stability are especially 
impressive since they span a period in which 
population growth, world-wide economic de- 
velopment and industrialization, and expandin 
international commerce were producing a rapi 
increase in demands for money, far in excess of 
the — in the supply of gold. One might 
have thought that this would have increased the 
price of gold. What helped hold the gold price 
stable was the widening use of supplements to 
gold as money, in the form of paper currency 
and bank deposits. The supplements themselves 
were kept valuable by limiting their issue and 
making them convertible on demand into gold. 


Thus, essentially, it was old fashioned — Vic- 
torian — morality and caution which defied the 
trend for over 200 years and kept the gold price 
stable. People believed that in all but the most 
extraordinary circumstances payment on demand 
in gold was necessary as a point of national 
honor. They were willing to limit liabilities 
undertaken accordingly, and accept occasional 

inful periods of retrenchment and business 

ures whenever overambitious commitments 
reached an unsustainable level. 


Today, deflations are considered to be intoler- 
able. All over the world governments have ac- 
cepted responsibility for maintaining high levels 
of employment and production. This makes it 
all the more necessary to take timely action to 
check inflation before it gets rolling too fast. 


Determination to resist inflation can make de- 
flations unnecessary. But if currencies are de- 
valued whenever gold reserves feel cramped, the 
price of-gold will simply become an index of the 
willingness of mments to inflate. And in- 
flation, equally with deflation, brings social in- 
equities and stresses and strains, upsets political 
stability, and undermines the functioning of 
markets for money and credit which are essential 
to orderly production and trade. 


No responsible government should want to 
raise the price of ae to heights which would 
create a monetary for accelerating inflation 
and r flight from its currency. 
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HIGHLIGHTS of 1958 


from the Annual Report of 


The First National City Bank of New York 
and 


City Bank Farmers Trust Company 


In 1958: 


>Operating earnings, after taxes, totaled $60,- 
274,320 ($5.02 per share on 12,000,000 shares 
outstanding). 


>Operating earnings together with profits on 
sales of securities totaled $63,448,068 ($5.29 
per share). 


> Dividends paid totaled $36,000,000, at the rate 
of $3 per share per annum. 


> Total staff expense, domestic and foreign, came 
to $87,685,000. 


»Taxes, here and abroad, totaled $63,868,000. 


>Capital funds at the year-end total $747,774,659 
($62.31 per share) compared with $735,764,- 
393 ($61.31 per share) a year earlier. 


Total resources of the Bank increased to $7,- ’ 
926,000,000 and deposits to $7,010,000,000, ~ 
Loans total $3,836,000,000. 3 

>Three new branches were opened overseas and 


a number of others, domestic and foreign, are ~ 
being readied for early 1959 opening. 

>The Bank has at the year-end 152 banking ~ 
offices, 78 in New York and 74 overseas in — 
26 countries. . 

>Modernization of our Head Office at 55 Wall — 
Street was completed and construction started © 
on a 41-story office building at 399 Park Ave- © 
nue to centralize our operating departments. — 

>Depositors’ accounts number 1,200,000, staff 
17,000 and shareholders 71,222. 


For copy of complete Annual Report, write the Public Relations Department, 
The First National City Bank of New York, 55 Wall Street, New York 15, New York. 








